I J\\\\W\\\\\\h\ﬂ\l\l\\\\‘l\\\W
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In the Matter of the Appeal of )
)
LEWS AND BEVERLY HYMAN )

For Appellants: Marvin L. Blankstein
Certified Public Accountant

For Respondent: Bruce W Wal ker
Chi ef Counsel

Paul 3. Petrozzi
Counsel

OPI NI ON

This appeal is made pursuant to section 18593
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Lewis and Beverly
Hyman against a proposed assessment of additional per-
sonal income tax in the anount of $14,184.40 and a
penalty in the amount of $3,546.10 for the year 1972.
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Beverlﬁ tiyman is included as an appel | ant
apparently only because a joint tax return was filed.
"Appel lant" herein refers to Lewis iiyman.

The issues presented by this appeal are
whet her or not the famly trust created by appellant is
a “graméor trust." making | osses incurred by the trust
deductible by appellants in the conputation of their.
personal income tax and, if so, whether or not appel-
lants are entitled to deduct the full amunt clainmed.

In Septenber 1972, appellant executed a docu-
ment creating the Hyman Family Trust. The trust is
irrevocable by its terns. The trustee is an individual,
descri bed by appellant as a nonadverse partY. Appel-
lant, as grantor, nmade an initial irrevocable gift to
the trust of $20,000. Sonetime later in that same year,
the trust contributed $50,000 for a 9.7 percent limted
partnership interest in Lioness Service Conpany
(Lioness), a motion picture film production organiza-
tion. Li oness incurred a substantial loss in 1972,
$141,843.94 of the loss being attributable to the
partnership interest owned by the trust.

Appel lants clainmed the entire $141,843.94 | 0SS
as a deduction fromtheir personal income in taxable
year 1972. Hespondent disallowed the deduction and
issued a notice of proposed assessment (NPA). Appel -
| ants protested, respondent affirmed the NPA, and this
timely appeal followed. The 2% percent nenalty inposed
for failure to provide information has been abated by
respondent, since sone of the information requested was
eventual |y received.

Revenue and Taxation Code section 17781 pro-
videst hat when a grantor is treated as the owner of any

portion of atrust, income and deductions attributable
to that portion of the trust are included in computing
t he personal incone tax of the qrantor. (Atrust where

a grantor is so treated is referred to herein as a
"grantor trust. ") A grantor is treated as the owner of
atrust when the grantor, or a nonadverse party, may
di spose of the beneficial enjoynent of corpus or incone
wi t hout the consent or approval of an adverse party.
(Kev. & Tax. cCode, § 17784.) However, the grantor is
not treatea as the owner of the trust where specified
powers are held by certain persons. (Rev. & Tax. Code
s§ 17785-17787.) One of these exceptions to section
17764 is found in Revenue and Taxation Code section
17786, which provides:
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Section 17784 shall not apply to a power
solely exercisable (wthout the approval or
consent of any other person) by a trustee or
trustee’s, none of whomis the grantor, and no
more than half of whom are related or subordi -
nate parties who are subservient to the w shes
of the grantor--

(a) To distribute, apportion, or accu-
mul ate income to or for a beneficiary or
beneficiaries, or to, for, or within a class
of beneficiaries: or

(b) To pay out corpus to or for a
beneficiary or beneficiaries or to or for a
class of beneficiaries (whether or not income
beneficiaries).

A power does not fall within the powers
described in this section if any person has
a power to add to the beneficiary or bene-
. ficiaries or to a class of beneficiaries
designated to receive the incomeor corpus,
except where such action is” to provide for
after-born or after-adopted children.

If the trustee is a person described in the
above section and may exercise the powers described in
parts (a) and (b) of that section, the trust is not a
grantor trust. |If any person nay add beneficiaries to
the trust, however, section 17786 does not apply and the
trust will be a yrantor trust.

The trust agreement executed by appel | ant
establishes, in Article 7, the trust designated as the
FYnan Fam |y Trust, the beneficiaries of which are “all
of the descendants of the Grantor living fromtime to
tine and at any tine." Sections 3.1 and 3.2 of Article
[l enmpower the trustee to distribute all or as nuch of
the incone and principal to any one or nore of the trust
beneficiaries "as the Trusteé deemstobein the best
interests of said beneficiaries." Section 3.4 provides
for division and distribution of the trust upon the
grantor's death, each share to be held as a "descen-
dant's" or "separate" trust. The succeeding articles
provide for the distribution and adm nistration of the
separate trusts. ‘the final one, Article X I, allows

. the trustee "of each separate trust" to add as benefi-
ciaries "of any separate trust" any of the grantor's
descendants living at the crate of the execution of
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the trust agreement, after-born or after-adopted
descendants of the grantor, and one or nore qualified
charitabl e organizations.

Appel  ant contends that since the trustee, a
nonadverse party, has the powers set forth in section
17784, the trust is a grantor trust. Further, appell ant
argues that the trustee's power in Article XIIl to add
beneficiaries makes the exception-creating sections,
such as 17786, inapplicable. This |eaves section 17784
effective, resulting in a grantor trust and allow ng
appel lants to take the trust's deduction on their
personal income tax return

Respondent ‘concedes that the trustee's powers
are those described in section 17784, but contends that
section 17786 nmakes the trust a non-grantor trust, in
spite of the power to add beneficiaries. This, It is
argued, is because the power to add beneficiaries does
not refer to the Hyman Fam |y Trust under consideration
here, but rather to the separate trusts which come into
existence, if at all, only after the grantor's death

In order for the exception of section 17786
to aPp|y, the trustee must be soneone other than the
grantor who is not a "related or subordinate" party
subservient to the grantor's wishes. A related or
subordinate party is a nonadverse party who is also the
grantor's spouse, parent, sibling, issue or a specified
enpl oyee of the grantor or his corporation. (Rev. &
Tax. Code, § 17782, subd. (c).)

The' trust instrument makes clear that the
trustee is not the grantor. Appellant states only
that the trustee is a nonadverse party, but respondent
apparently determned that the trustee is not a related
or subordinate party. Appellant, who bears the burden
of proving respondent's determ nation incorrect, has
presented no evidence to contradict that classification
Consequently, we find that the trustee of the Hyman
Fam |y Trust falls within the classification of trustees
whi ch” nakes section 17786 aﬂplicable. There is no ques-
tion that the trustee has the powers described in both
parts (a) and (b) of section 17786.

It thus appears that the Hyman Fam |y Trust
meets the requirenents of section 17786, precluding
treatment as a grantor trust unless a power to add
beneficiaries renders that section inapplicable. Arti-
cle XIll of the trust instrument enmpowers the trustee
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to add any of three classes of beneficiaries, but this
power is specifically limted to any "separate trust."
As previously noted, "separate trusts" refers to those
descendents' trusts which may be created upon the
grantor's death. Since this power does not affect the
FYnan Fami|ly Trust, it does not prevent the application
of section 17786. Therefore, we find that the Hyman
Fam |y Trust is not a grantor trust.

- Having found that the trust is not a grantor'
trust, it is not necessary to decide the remainin
issue. Respondent's action is therefore sustaine

ORDER

cursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 18595 of the Revenue and Taxati on
Code, that the action of the Franchise Tax Board on the
protest of Lewis and Beverly Hyman against a proposed
assessment of additional personal income tax in the
amount of $14,184.40, and a penalty in the anount of
$3,546.10 for the year 1972, is hereby nodified to
reflect the abatement by the Franchise Tax Board of the
penalty amount. In all other respects, the action of
the Franchise Tax Board is sustained.

Done at Sacranmento, California, this 30t hday
ot Septenber, 1980, by the State Board of Equalization.

"~ L » Chai rman
\2., Menber
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